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THE REINVESTMENT DEPRECIATION
PROPOSAL*
By FRED W. PEEL, Attorney, Washington, D. C.

The consequences of failure to take ac
count of the declining value of the dollar
would be serious if they merely involved
misleading management into making wrong
operating and investment decisions. But
they are even worse since business has
been required to pay income taxes on
amounts which must be reinvested to main
tain the existing level of the business. To
the extent that corporate profits are over
stated, our present Federal income tax sys
tem exacts a tax of 52% of the amount of
this overstatement. The effect of overstat
ing partnership or sole proprietorship prof
its may be a tax on the mistake of from
20% to 91%.
Because it is usually weaker financially
and finds it more difficult to obtain financ
ing from outside sources, small business
is particularly vulnerable to the squeeze
created by taxing “profits” which must be
retained to maintain existing levels of in
vestment. The problem of the small busi
ness is further complicated by the fact it
is also hard pressed to keep up with the
rapid rate of technological changes in the
products it markets and in methods of pro
duction. While this is an additional prob
lem which does not arise from inflated re
placement costs, its existence should be
borne in mind as increasing the urgency of
finding a way to give small business depre
ciation adequate to maintain, at least, ex
isting investments.
The problem of recovering the cost of
assets varies in importance as the amount
of the depreciation charge increases in re
lation to the gross income of the business.
For income tax purposes inadequate depre
ciation charges result in actual effective in
come tax rates in excess of those osten
sibly imposed by law, with the additional
tax burden increasing as depreciation costs
increase in proportion to gross income.
Where a business derives its earnings
principally from the use of depreciable as
sets, the variance between the income tax
rates ostensibly imposed and those actual
ly paid is staggering in a period of stead
ily increasing costs. A corporation with a
large investment in depreciable property in
relation to its gross income may actually be

The purpose of this article is to outline
a proposed change in the method of com
puting depreciation deductions for income
tax purposes which will recognize the prob
lem of maintaining business investment in
real terms in periods of rapidly rising
costs.
In measuring income in the past it has
generally been assumed that the dollar was
a constant and unchanging measure of val
ue. As we all know, however, the facts are
quite to the contrary. The dollar is not a
constant and unchanging measure of value.
Instead, the dollar has been shrinking
steadily in value as costs have been increas
ing.
As a result, conventional accounting
statements, while suitable for the measure
ment of income in terms of a constant unit
of value, have grossly overstated actual
profits in informing stockholders and
creditors, in determining income taxes, or
for any other purpose for which it is nec
essary to know how much a business is
making or losing over a period of time.
In the midst of rapidly rising costs in
recent years, many businessmen struggling
to meet them must have felt like Alice in
Through The Looking Glass.
“Alice looked round her in great sur
prise. ‘Why, I do believe we’ve been under
this tree all the time! Everything’s just
as it was.’
‘Of course it is’, said the Queen: ‘what
would you have it?’
‘Well, in our country,’ said Alice, still
panting a little, ‘you’d generally get to
somewhere else—if you ran very fast
for a long time, as we’ve been doing.’
‘A slow sort of country!’ said the
Queen. ‘Now, here, you see, it takes all
the running you can do, to keep in the
same place. If you want to get some
where else, you must run at least twice
as fast as that!’ ”
The Queen would have been understat
ing the case had she been describing the
plight of a businessman trying to “keep
even” in our present economy.
*This proposal was presented by Mr. Peel to the Ways
and Means Committee of the House of Representatives
at its Tax Revision Hearings on January 15, 1958.
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ation when actual transactions have oc
curred which establish the fact of this de
cline.
This solution — reinvestment deprecia
tion — is for all practical purposes an
adaptation of LIFO applied to long-lived
properties. LIFO has for several decades
been recognized as sound business account
ing for business enterprises with inven
tories, and the same principle is equally
sound as applied to capital equipment.
Industry is continually spending money
for buildings, machinery, and equipment.
At the same time industry is continually
selling, scrapping, or disposing of the
same sort of property when it wears out
or when it is no longer economical to op
erate it. Just as in the LIFO method for
inventories, under the reinvestment depre
ciation proposal the original property would
be recorded on the books of the enterprise
at its original cost. When such property is
used up and replaced, if the taxpayer mere
ly reinvests enough to “keep even”, the
properties acquired would be recorded at
this original cost and the additional cost
due to the decline in the value of the dollar
would be charged off immediately. The ef
fect is to allow depreciation sufficient for
the taxpayer to maintain his investment in
real terms (not merely in price-inflated dol
lars) .
The additional cost in current dollars of
reinvesting is simply the difference be
tween the original cost of the property dis
posed of and the equivalent number of dol
lars which would have to be reinvested to
day to buy the same amount of property,
as determined by using a price index con
structed or chosen by the Government. The
basic steps in the reinvestment deprecia
tion proposal are as follows:
1. To maintain the base investment, the
deficiency in depreciation in terms
of current dollars is made up (but
only when the extent of the defici
ency is known).
2. The measure of the extent of the
deficiency is the difference between
the cost of the original property and
its equivalent in current dollars,
determined by applying an appro
priate price index when the prop
erty is disposed of.
3. The deficiency is made up only when
the property represented by the
original investment is disposed of
and the equivalent in current dol
lars is spent for other property—
or reinvested.

paying taxes at the rate of 70% or 80% of
its real income—although the stated maxi
mum corporate income tax rate is 52%.
Replacement-cost depreciation proposals
which have been made in the past were
subject to the objection, from the stand
point of the income tax system, that they
provided no assurance that the additions
to the depreciation reserves in excess of
those which would be made under the his
torical cost method, would, in fact, be re
invested. There is a possibility that costs
might decline, at least over the short run,
so that the additional depreciation re
serves will not be needed to maintain ex
isting investment when the time comes to
reinvest in new plant and equipment. Also,
a businessman might simply terminate his
business or reduce it in size and not re
invest an amount equal to the depreciation
reserves based on replacement-cost compu
tations. While this latter point would not
matter for ordinary accounting purposes,
it would be a serious defect from the point
of view of the tax system, since it would
permit a diversion by some taxpayers of
tax-free allowances into non-investment
channels. This would be a remote possi
bility with established corporate business
concerns, but it might be a more serious
problem with individuals.
A further difficulty with some replace
ment-cost depreciation proposals has been
that they contemplated calculating replace
ment-cost depreciation allowances on the
basis of the current replacement costs of
the specific assets being depreciated. This
would be a laborious and difficult process.
In many instances technological improve
ments and changes in marketing patterns
make the replacement cost of a particular
asset a meaningless concept. Furthermore,
it misses the point that it is the continua
tion of investment in general (although
costs have increased) which is the proper
goal of reform in historical cost depreci
ation—not allowance of the replacement
cost of specific assets.
“Reinvestment depreciation” is not sub
ject to these objections which have blocked
replacement-cost depreciation proposals in
the past. This proposal is called “reinvest
ment depreciation” because it is measured
by the cost of the reinvestment necessary
to maintain the size of the taxpayer’s in
vestment in real terms and because it is
limited by the dollar amount actually re
invested. Reinvestment depreciation takes
account of the decline in the value of the
dollar for purposes of measuring depreci
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4. The basis for tax purposes of the
newly-acquired property is its
cost, minus the amount of the re
investment depreciation allowance
deducted—so that total deprecia
tion deductions will never exceed
actual dollar cost.
In determining the amount of the rein
vestment depreciation deduction the first
step is to determine the cost, in terms of
current dollars, of the assets sold or dis
mantled during the taxable year. To ar
rive at this figure the original, or histori
cal, cost of such assets which were ac
quired in a given year in the past is in
creased or decreased by the percentage
change in the appropriate price index be
tween the year of acquisition and the year
in which the assets are sold or dismantled.
The aggregate of the costs of all of the
assets sold or dismantled during the year,
converted to current dollars, is the amount
of reinvestment to which the taxpayer
should be entitled without tax penalty. To
the extent of the additions which the tax
payer has previously made to depreciation
reserves with respect to the assets sold or
dismantled during the year, the taxpayer
has already received a deduction in com
puting taxable income. The amount which
the taxpayer realizes as salvage through
the sale of the assets is offset against the
remaining tax basis in the assets. If the
assets are disposed of for salvage in an
amount less than their remaining tax ba
sis or if they are dismantled while they
still have tax basis remaining, the taxpayer
is entitled to a reduction for a loss in this
amount. However, the total of the forego
ing amounts will only equal the cost basis
of the assets figured in terms of historical
dollars in the years the assets were ac
quired. With rising costs this falls short
of the total cost, in terms of current dol
lars, of the assets sold or dismantled. It
is this deficiency which is the measure of
the proposed reinvestment depreciation de
duction.
The reinvestment depreciation deduc
tion will be limited, however, to the amount
by which actual reinvestment during the
year exceeds the unadjusted or cost basis.
In order for a taxpayer to obtain a rein
vestment depreciation deduction he must
reinvest, in current dollars, an amount
greater than the total of the dollar amounts
already taken into account in computing
taxable income with respect to the assets
sold or dismantled—that is, the amounts
previously added to depreciation reserves,
the recovery on salvage, and the loss on sale

or dismantlement. For assets which were
acquired in years before the reinvestment
depreciation provision becomes operative
for the taxpayer the unadjusted basis of
the assets sold or dismantled, for purposes
of this determination, will be their original
historical dollar cost. For assets which are
acquired after the reinvestment depreci
ation provision becomes operative with re
spect to the taxpayer, their basis for this
computation will be their cost reduced by
the reinvestment depreciation deduction at
tributable to their own acquisition.
The effect of limiting the reinvestment
depreciation deduction to the amount by
which actual reinvestment in the year ex
ceeds the cost basis of the assets sold or
dismantled is to guarantee that the amount
of the deduction which will be allowed to
compensate for the increased cost of re
investment represents actual reinvestment.
The assets to which the proposal applies
are tangible, physical assets which are sub
ject to an allowance for depreciation. To be
eligible, assets must be either used in the
taxpayer’s trade or business or used by
him for the production of income. Inven
tory and items held for sale in the course
of the taxpayer’s trade or business would
not be eligible.
In order to take account of the fact that
reinvestment may not exactly coincide with
sale and dismantlement of old assets from
year to year, the proposal provides for a
two-year carryforward of the unused, or
“unreinvested”, deficiency between the
original cost of the assets sold or dis
mantled during a year and the equivalent
reinvestment cost in current dollars.
The following examples illustrate the
operation of the reinvestment depreciation
proposal.
Example 1. Suppose that in 1958 a tax
payer dismantles a machine purchased in
1938 for $50,000 and fully depreciated since
that time. Assume that the cost index
shows an increase in costs of 130% from
1938 to 1958. The taxpayer may elect to
deduct in 1958, as a reinvestment depre
ciation allowance, the cost of tangible,
depreciable property purchased in 1958 to
the extent that its cost exceeds $50,000
(the original, historical cost of the prop
erty dismantled during the year) but does
not exceed $115,000 (230% x $50,000). The
maximum deduction taken to place the tax
payer on a current-cost basis in this ex
ample is $65,000, or the equivalent of the
130% cost increase.
Example 2. Suppose that, in Example 1,
new investment is only $60,000 in 1958,

5

but that additional investments amounting
to $200,000 are made in 1959. In this case
the taxpayer will take reinvestment de
preciation deductions of $10,000 in 1958
and $55,000 in 1959, the total of $65,000
of deductions for the two years being equal
to the 130% price index increase multi
plied by the $50,000 original cost.
The reinvestment depreciation proposal
has the great advantage that it does not
require a departure from the basic prin
ciples on which the tax basis of assets is
computed under our income tax system. It
will not result in a taxpayer recovering an
aggregate amount through depreciation de
ductions which exceeds his actual invest
ment.
This proposal is designed to help an op
erating business maintain its investments.
It is not planned with the idea of aiding
taxpayers to obtain deductions from or
dinary income which are later offset by
capital gain. Consequently, under the pro
posal, if a taxpayer elects to use reinvest
ment depreciation, subsequent gain on the
sale or other disposition of assets, to the
extent attributable to reinvestment depre
ciation deductions previously allowed, will
be treated as ordinary income ineligible
for capital gain or section 1231 gain treat
ment.
Because the impact of inflation is
greater on small business, and also in or
der to simplify record-keeping, it is sug
gested that a minimum reinvestment de
preciation allowance be established to cov
er a flat amount of capital expenditures
per taxpayer each year in excess of depre
ciation reserves and salvage allowances for
retired assets, but in no event more than
the taxpayer’s taxable income during the
year from the trade or business in which
the investment is employed.
Foreign countries—particularly those in
which costs started to rise earlier and
have risen more rapidly than in the United
States—have already adopted various meas
ures designed to counteract the effect of
cost increases in distorting proper depre
ciation in the measurement of taxable in
come.
France uses a system of indices as a
basis for allowing depreciation on a base

in excess of original cost. These indices
take into account price increases over three
different periods.
Canada has set up an optional system of
rapid depreciation for 14 separate classes
of depreciable assets. Britain allows a rap
id write-off of an arbitrary percentage of
cost. Argentina, Brazil, and Belgium have
all permitted revaluation of assets for de
preciation purposes in order to take into
account inflationary price increases.
In the United States we have heretofore
taken no measures in our income tax sys
tem aimed directly at the inadequacy of
depreciation allowances because of cost in
creases. Emergency, or 60-month, amorti
zation has served to postpone the impact
of inadequate depreciation allowances on
some parts of our economy. However, 60month amortization deductions are rapidly
running out and new certifications have
been sharply reduced. In any event, 60month amortization does not represent an
attempt to solve the inflationary problem,
being based on a totally different concept
and designed to serve a totally different pur
pose. Furthermore, it has affected only some
sectors of our economy.
The liberalized depreciation deductions
under the declining balance or sum-of-theyears-digits methods instituted in the 1954
Internal Revenue Code were also directed
at a different problem. The allowance of
more rapid depreciation deductions in the
early years of the lives of new assets
will not remedy the fact that inadequate
depreciation reserves have been accumu
lated on assets acquired previously at lower
cost levels.
To summarize, a change in the conven
tional method of determining taxable income
to take account of the declining value of
the dollar through use of the “reinvestment
depreciation” concept is vitally needed, par
ticularly for small business; it is required
if income is to be measured properly; and
it is important if we are to prevent our in
come tax system from stifling the source
of funds for the maintenance of our pres
ent level of business investment (leaving
aside any question of encouraging addi
tional investment).
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